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INTRODUCTION

This case addresses the taxaion of income for Missouri Corporations. Section 143451
(RSMo. 2000)" dlows corporations to use the single factor apportionment method to compuite taxeble
income. Under that method, corporations pay taxes on income from Missouri sources usng aformula
described bedow. This cases addresses the meaning of “income from sources within this sate”’ as used
in 8143451.2 and the dassfication of income under the single factor gpportionment method found in
§143.451.2(2).

The angle factor method dlows busnesses to cdculate their taxable income in the following
manner: the amount of busness transacted whally in this Sate is added to one-hdf of the amount of
busness transacted partly in this Sate and partly in other dates The sum of those numbersis divided
by the total amount of busness transacted in Al Sates. Thetotd amount of net incomeis then multiplied
by the factor obtained.

Theway the“snglefactor” satute worksis shown by asmplified hypothetica. A corporaion
transacts $300,000 of busness. Of thosetotd transactions, $100,000 isin transactionswholly in
Missouri, $100,000 is transaction partly in Missouri and $100,000 is transactions occurring wholly
outside of Missouri. Assumefurther thet, after expenses, the net income was $200,000. The
caculation would work as follows $100,000 (businesswhally in Missouri) is added to $50,000 (hdf of

the partly in Missouri business). Thetotd ($150,000) is divided by the total amount of busness

1 All atationswill beto RSVio. 2000.



transacted ($300,000), producing afactor of 0.5. Thentota net income ($200,00) is multiplied by 0.5.
The Missouri taxable income then is $100,000.

In this case, Medicine Shoppe Internationd’ s origing tax returnsfor 1990, 1991 and 1992,
reported the income at isue here — income from |oans made to franchisees — as busness transacted in
Missouri. L.F. 432 Theresdfter, beginning with its 1993 returns, Medicine Shoppe dassified thisvery
same income as“non-Missouri sourceincome” L.F. 43. 1n 1995, Medicine Shoppe continued its
reclassfication amending its 1990-92 returns to report the transactions as non-Missouri source. L.F.
44. Medicine Shoppe damed thet the income from loans was not subject to gpportionment (not net
income), and therefore was nat taxable by the Sate of Missouri. Medicine Shoppe damed its tax
lighility was thereby reduced and that it was entitled to refunds.

The director denied the daim for refunds and found thet the income at issue wias Missouri
source income and should be induded with other Medicine Shoppe income that was induded in net
income subject to the Sngle factor goportionment method. The Director then dassified thisincome as
partly within Missouri and partly in other Sates for purposes of the gpportionment percentage. L.F. 46.

This court must now decide whether the Sate has the right to tax the income at issue as Missouri

source income and how it should be dassfied for purposes of gpportionment. The Director and the

2 For the Court’ s convenience, acopy of the Adminigrative Heering Commisson’'sopinionis

induded in the gopendix to this brief.



Adminigrative Hearing Commisson found thet the income a issue was generated by transectionsin part
in thisgate and in part in other Sates and therefore was subject to taxation as Missouri source income
under 8143451.2. L.F. 54. Medicine Shoppe contends that because the income was from capital
employed outsde of Missouri, it “is not Missouri source income subject to tax under Section 143.451.
App. Br. a 15. Medicine Shoppe does not argue that the factor was cdculated incorrectly, but thet
theincome a issue is Subject to absolutdy no taxation by Missouri under the factor or otherwise.
Smply put, the question is should Medicine Shoppe, abusiness|ocated and conducted within the State

of Missouri, pay Missouri taxes on income from loansit mede to its out-of-date franchises?



JURISDICTIONAL STATEMENT

This goped involves the condruction of adae revenue law. ArtideV, Section 3 of the

Missouri Condtitution gives this court exdusive jurisdliction.



STATEMENT OF FACTS

Medicine Shoppe s brief omits severd rdevant facts

Medicine Shoppe s primary busness was franchiang retall pharmacies. L.F. 35. All of
Medicine Shoppe' s offices are located in the State of Missouri. 1d. All of Medicine Shoppe s officers,
induding the CEO, who hed authority to enter into franchising agreaments, and the CFO, who hed
authority to enter into finance agreements with franchisees, were located in the Sate of Missouri. L.F.
36. Medicine Shoppe conducted its marketing, operations, financing and servicing fromits . Louis
Headquarters. 1d. When Medicine Shoppe chose to finance franchises, Medicine Shoppe conducted
the credit review, made the decison to acogpt the financing arrangement and mede its disbursement of
fundsin &. Louis Id.

Medicine Shoppe provided financing and other services “for the sole purpase of mantaining
and enhanaing the qudlity of existing franchises or developing and expanding new franchise busness”
L.F. 41. When it sought new franchises, Medicine Shoppe s marketing materidsindude gatements
indicating thet finanaing could be provided. Id. Money lent to franchisees from Medicine Shoppe wes
to be usad only for items rdaed to the operations of the franchise. L.F. 42. Medicine Shoppe's
financing agreament itHf reflects thet financing is offered to “ qudified progpective or exiding Licensees
desiring to open aMedicine Shoppe Phamecy.”  Joint Exhibit GG.

Once afranchise was established, Medicine Shoppe provided severd sarvicesinduding
assgancein locating physica oace for the franchise, guidance concearning operations of the franchises
and advertisng. Joint Exhibits N-Q. Medicine Shoppe required its franchises to operate according to a
specific sysem and hed the right to take over afranchise. 1d.
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POINTSRELIED ON

The Adminigrative Hearing Commisson did not err in denying M edicine Shopp€e' s
caimsfor refund. That decison wascorrect under Section 143451 RSMo. which requires
Medicine Shoppeto pay tax on income from sour ceswithin this sate including from
transactions partly within thisstate. Medicine Shoppe sfranchisng activitieswithin this sate
or partly within this sate generated income from loans made as part of that franchisng
activity. Medicine Shopp€e sMissouri operation also provided servicesto itsfranchisesthat
generated theincomeat issue here.

§143.451 RSMo. 2000

J.C. Nichols Co. v. Director of Revenue, 796 SW. 2d 16 (Mo. banc 1990)

Wohl Shoe Co. v. Director of Revenue, 771 SW.2d 339 (Mo. banc 1989)

Maxland Development v. Director of Revenue, 960 SW.2d 503 (Mo. banc 1998)
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The Adminigrative Hearing Commission did not err when it uphed the Director’s
assessment of additional taxesfor the 1991, 1992 and 1993 tax years. Rule 84.04 requires
Medicine Shoppeto identify theruling or action being challenged. Medicine Shopp€e sbrief
only challengesthe Adminigrative Hearing Commission’sruling with respect to itsdaimsfor
refunds, and ther efore abandons the Commisson’ sruling with respect to additional
assessments and over payment. Mo. R. Civ. Pro. 84.04

Thummel v. King, 570 SW.2d 679 (Mo. banc 1978)

11



ARGUMENT

STANDARD OF REVIEW

Medicine Shoppe hed the burden of proof before the Adminidrative Hearing Commisson
(AHC). §621.050.2, RSMo. This Court must uphold the AHC's dedigonif it was authorized by law
and supported by competent and subgtantid evidence upon the entire record, and if it isnot dearly
contrary to the ressonable expectations of the Generd Assembly. Jones v. Director of Revenue,
981 SW.2d 571, 574 (Mo. banc. 1998); Becker Electric Co. v. Director of Revenue, 749
S\W.2d 403, 405 (Mo. banc 1988); § 621.193, RSMo.® Under this standard, this court essartially
adoptsthe AHC'sfactud findings. Concord Publishing House v. Director of Revenue, 916

S\W.2d 186, 189 (Mo. banc 1996).

3 Medicine Shoppe s brief dtesto the correct datutesin its point rdied on, but in its argument

incorrectly cites 8621.189 for the Sandard of review pdled out in 8621.193. App. Br. 8.



|. The Adminigrative Hearing Commission did not err in denying M edicine Shoppe sclaims
for refund. That decison wascorrect under Section 143451 RSMo. which requires M edicine
Shoppeto pay tax on income from sour ceswithin this sateincduding from transactions partly
within thisstate. Medicine Shoppe sfranchisng activitieswithin thisstate or partly within
this sate generated income from loans made as part of that franchisng activity. Medicine
Shoppe s Missouri operation also provided servicesto itsfranchisesthat generated the
income at issue here.

Section 143.451.2 requires thet Missouri corporations pay taxes on income derived from
sources within this state, “induding thet from the transaction of businessin this gate and thet from the
transaction of business partly donein this Sate and partly done in another date or dates” Medicine
Shoppe does nat dispute thet its business of franchising iswithin this date, yet it attemptsto avoid taxes
on income produced from loans made as part of thet franchisng activity. Nether aplain reeding of the
datutes, nor case law, dlows Medicine Shoppe to completely avoid taxes on income generated from
busnesstransacted in part within this Sate.

A. Section 143.451.2 is Unambiguous and Requires Cor porationsto pay taxeson
Income from Transactionsin thisStateor Partly in this Sate.

Section 143.451.2 requires corporaions to indude in Missouri taxable income dl income from
sources within this gate induding thet from transactions done whally or partly within this Sate.

Medicine Shoppe dleges thet income from loans mede as part of their franchising business (i.e. [oan

13



origination fees and interest from loans)* is“not Missouri sourceincome” App. Br. 15. A plain and
ordinary meaning of the statutes, as required by §1.090, pointsto a contrary result.

The legidature has not seen fit to define the term “source” o the courtsturn to the plain
meaning of theterm as defined in the dictionary. Lincoln Industrial v. Director of Revenue, 51
SW.3d 462, 465 (Mo. banc 2001). “Source’ is defined as“a generative force or gimulus [synonyms
ael CAUSE, INSTIGATOR.” Webster’s Third New International Dictionary, 1993. The
legidature spedified thet Missouri source income “indudes transaction of business partly doneinthis
date and partly done in another date or dates” §8143.451.2 RSMo. The plain meaning of the datuteis
thet taxable income isincome generated or simulated from transactions whally or partly performed

within Missouri. The facts of this case demondrate that loan origination fees and interest were

4 The AHC decison indicates that the only income a issue before the AHC was “income from
|oan origination fees and interest income on money loaned.” L.F. 34. But Medicine Shoppe s brief
gppears to broaden the issue to add “ sarvice charges on accounts recaivable and interest income from
savice charges on the late payment of licensefees” App. Br. 6. Thelegd andyssisthe samefor dll

income derived from loansto franchisees
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generated, causad, and indigated by the franchising transactions occurring, & leest in part, within
Missouri.

The AHC found, asamatter of fact, thet Medicine Shoppe' s franchising activities occur within
the State of Missouri and the loans are mede for the purpose of contributing to and supporting
franchigng adtivity. (L.F. 41) Becausetheincome from loansis generaied by franchising transactions
itistaxable

Medicine Shoppeisin the busness of franchigng retall pharmades. L.F. 35. During the
periods a issue, Medicine Shoppe did not have any offices outsde the State of Missouri. |d. The
officerswho entered into franchising and finence agreements were located in Missouri. L.F. 36. It
conducted its activities fromits . Louis heedquarters Those activitiesinduded marketing, operations,
accounting, finance, advertising, third-party contracting and servicing franchises. |d. Medicine Shoppe
cannat, and does nat, dispute thet its franchising activities occurred, a leest in part, within the Sate.

The franchisng activitiesin Missouri were the“source” of the income from finencing within the
meaning of the Satute because the finanding waas caused or indigated by the franchisng activities
Medicine Shoppe s annud reports Sated that financing of franchisees was “for the sole purpose of
maintaining and enhancing the qudity of exigting franchises or developing and expanding new franchise
busness” L.F. 41 Theposshility of finandng was used in advertisng maeridsto solicit potentiad
franchisees 1d. Medicine Shoppe sfinancing agreament itsdf reflects that finending is offered to
“qudlified progpective or exising Licensees desiring to open aMedicine Shoppe Pharmecy.”  Joint
Exhibit GG. Money loaned to franchisees was to be used “ only for items rlaed to the operation of the

franchise” L.F. 42.
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Thefacts contained in the record and found by the AHC condusively establish thet the income
a issue was causad by the franchisng activities which occurred, a leest partly, within this Sate.
Fnandng was exdusively for the purpose of dtracting, maintaining and sustaining franchises. The
finending would not occur if not for the inrdate franchising adtivities. Under aplan meaning of the
datute, the source of theincome a issueisthe franchising activities

Medicine Shoppe atemptsto draw a diginction between finanding and the ret of its franchising
adtivities asif those things occur independent of eech other. App. Br. 15. Even if this court should find
thet financing is somehow separate from the business of franchisng, the income therefrom istaxable.
Medicine Shoppe asks this Court to focus on where the money thet formsthe loanislocated. But the
datute has no room for such an andyss. The gatutory focusis not on where the money ends up & the
end of the day, but on the transaction that generates the investment and whether any part of thet
transaction occursin Missouri. I it does, the transaction isinduded as Missouri source income—
subject to taxation — under the Satute. If Medicine Shoppe' s andys's was correct, Missouri
corporaions wishing to reduce tax lighility should movedl of ther funds out of Missouri banksinto
other dates Because the cgpitd islocated outsde of Missouri, they would owe no Missouri tax on the
interest generated by those funds— under Medicine Shoppe' stheory. Neither Medicine Shoppe nor
amicus Misouri Banker's Assodiation can serioudy suggest that the court adopt such an interpretation
of the datute.

Rather the focusis on the location of the transaction thet forms the source of theincome. As
discussad above, Medicine Shoppe would nat enter into the finencing arrangements but for the

mearketing and adminidrative franchigng adtivities thet occur in Missouri. Moreover, when afranchiseis
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financed by Medicine Shoppe, the credit review, decision to acoept, disbursement of funds and filing of
security interest isdonein Missouri. L.F. 36. Thefinancing agreements are entered into by Medicine
Shoppe officerslocated in the sate of Missouri. |d. Thefinanding arangement is generated by the
adtivities that occurred in Missouri. Therefore, the finanding transaction itsdf occurs whally or partly
within Missouri and theincome therefrom iis taxeble under the statute”

That istheend of theinquiry. The Director and the AHC correctly found thet the income
Medicne Shoppe derives from its finanaing of franchisees originatesin Missouri because it would not
exig but for Medicine Shoppe s franchisng adtivities that occur here. Using aplain meaning of the
datute, the loan origination fees and interest generated from Medicine Shoppe sfinandng activity are
incomes from sources within this gate judt as the other income from franchising adtivitiesisinduded in
thet cdculdion. Evenif finanding could be factudly separated from franchising, the income would be
taxable because it arises from atransaction occurring partly in the sate of Missouri.

B. CaseLaw Also Supportsthe AHC’s Decision

5 Thereis some evidence in the record thet the franchising and finanding transactions occurred
whaly in Missouri. (SeeL.F. 39) The Director, however, condrued the Satutesin favor of the

taxpayer and found these transactions to be only partly conducted with the date.
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Medicine Shopperdiesingead on Petition of Union Electric Company of Missouri,
161 SW.2d 968 (Mo. 1942) a case pre-dating the current satute and andyzing acompletely different
s of facts The AHC rdied on J.C. Nichols Company v. Director of Revenue, 796 SW.2d 16
(Mo. banc 1990), a case interpreting the detute a issue with very smilar facts Whilethe Nichols
decigon does nat goedificaly engagein aplan meaening andyds, the opinion reechesthe sameresuit in
gmilar fashion. Other cases, not relied on by the AHC or discussad in gppdlant’ s brief, lead to the
same redult.

i. Nichols

18



Nichols involved aMissouri company that owned income-producing land in Kansss: The
company damed that income from Kansas property was not Missouri-source income under the same
daute a issueinthiscase. Thiscourt rgjected the company’s argument. The Nichol s court reviewed
prior cases, which dl date the samerulein severd ways “[A] transaction is partidly within . . .
Missouri ‘if the Missouri effort is among the efficient causes which contribute directly to the production
of income.’” Id. a 17-18, quating Wohl Shoe Co. v. Director of Revenue, 771 SW.2d 339, 342
(Mo. banc. 1989). In determining the source of taxable income, a court should look to where “the
brains’ of the operation are located. Nichols 796 SW.2d a 18, citing Bank Building and
Equipment Corporation of America v. Director of Revenue, 687 SW.2d 168, 171 (Mo. banc
1985). Findly, acourt should consider the location of “overdl effort” which produced theincome as
wedl asthelocation of the “management sructure which produced theincome” 1d. See also Hayes
Drilling v. Director of Revenue, 704 SW.2d 232, 234 (Mo. banc 1986); (Income produced by
“an overd| effort centered in Kansas City, Missouri” is Missouri sourceincome. The Kansas City
effort isthe” sine qua non of [the] enterprise”) All of these Satements of the rule reflect the dear
meaning of the Satute: income generated in part by activity in the State of Missouri istaxablein
Missouri.

Thefacts of thiscasefdl within the test discussad in Nichol's, no matter how thet test is
aticulated. The“brains’ of Medicine Shoppe s operation arelocated in . Louis. The Missouri
operaions are the “effident cause’ of the franchising, the financing, and the income therefrom. The

“overd| effort” and “management sructure’ are located within this Sate.
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Medicine Shoppe s brief atemptsto disinguish this case from Nichol's by arguing thet in
Nichols the income was derived from the use of “labor (i.e the active management and decison-
meaking surrounding thered eate).” App. Br. & 16. Itisdifficult to see how Medicine Shoppe's
active management and decison-making surrounding its franchises and financing isany different. In
Nichols, andin this case, the business was identified, solicited and supported from within the Sate of
Missouri. Moreimportantly, theincome would not exis but for the activities that were conducted in this
date. Even though the thing of vaue (land or aloan) may be physcaly located outdde of the Sate.

The income was generated and creeted, a leadt in part, by adtivitieswithinthisgate. Itisincomefrom
aMissouri source

Nichols gpplies whether this court finds the income to be as aresuit of the franchisng activities
or from afinancng arangement separate from the franchising transection. In ether case, the overdl
effort wasin Missouri. But if this court choosesto tregt financing as somehow separate from
franchigng, the Wohl Shoe caseis even more directly on point.

In Wohl Shoe this court held that income from shoe sales that occurred outside of Missouri
generated taxable income in this state because the sdles weere gpproved here. “The decison to accept
an order isacriticd part of the transaction and is, we bdieve, one of the efficient causes contributing
directly to the production of income” Wohl Shoe, 771 SW.2d at 342. Because Medicine Shoppe's
CFOin Missouri entered into the finanding agreements, thase transactions occurred partly within

Misouri and Wohl Shoe isdigpostive

20



ii. Nichols progeny

Nichols has never been overruled. That decison focuses on how income-producing
iInvestments comeinto baing. Two cases 9nce Nichol s purport to follow Nichols, but focusthetes in
adightly different way. The Commisson'sdecison is condsent even with those varidgions on therule
InLemay Bldg. v. Director of Revenue, 889 SW.2d 835 (Mo. banc. 1994) the court considered
ared edae holding company headquartered in Missouri which owned amobile home park in Horida
The court hdd that income from the park was Missouri sourceincome. The taxpayer “dearly
maintained enough participation and contral to be an efficdent cause contributing directly to the
production of [the Horida] income.” |d. at 837.

Morerecently, in Maxland Development v. Director of Revenue, 960 SW.2d 503 (Mo.
banc 1998), the Court focused on whether control of management “roseto thelevd of an “efficent
cause which contributes directly to the production of theincome.” 1d. a 506. Severd corporations
wereinvolved in Maxland. They hed varying levds of invesment and involvement in out-of-date
shopping centers. The Court hdd that income from the shopping centers was taxable in Missouri for
some of the corporations because of thair involvement in the management of the property. But other
taxpayers were engaged in a“ passve invesment” and were not an efficient cause of theincome. They
“provided no sarvices’ to the shopping center. Therefore, the income waas “whally without this Sate”

Id. at 506-507.

Although Medicine Shoppe s brief does not advance this argument, one might reed these two
ca=sto say that the inquiry should focus on Medicine Shoppe sleved of involvement in the operations
of thefranchisss While Nichols and Wohl Shoe focus on how an investment came into baing -- whet

21



caused the income -- Maxland and LeMay Bldg. seem to focus on the taxpayers involvement with
the invesment after it has been made —whether taxpayer activity isan “efficent” cause of ongoing
income. In other words, could the profitability of the franchises (the investment) be sufficiently
influenced by Medicine Shoppe s provison of “sarvices’” and its management involvement?

Although the AHC did not andyze the case with this question in mind, - and therefore did not
meke its own factud findings on the issue - the undiouted facts of the case demondrate thet, unlike the
passveinvesor in Maxland, Medicine Shoppe provided numerous sarvicesto its franchisees
Medicine Shoppe franchise agreements are called “license agreements’ and are Joint Exhibits N
through Q to the stipulated facts® Those licensing agreements give Medicine Shoppe agreat dedl of
control over the management of the franchises and etablish that Medicine Shoppe provides services
which are an effident cause of income produced by the franchises

The preamble to the licenang agreements (paragrgph LA. of eech Exhibit) summarizesthat leve
of invdvement:

“Individuas who meat our qudifications and are willing to undertake the investment and

effort to establish and devdop aMEDICINE SHOPPE Pharmiecy are granted licenses

to develop and operate MEDICINE SHOPPE Pharmecies offering the products

6 For the Court’s convenience, a copy of one such agreament isinduded in the gopendix to this

brief.



authorized and gpproved by us and utilizing the formats, desgns, Sgnage, layouts,

methods, specifications, Sandards, operating procedures, guidance and Markswhich

comprise the [Medicine Shoppe] System” (Emphasis supplied.)

The remainder of the agreement is replete with services that Medicine Shoppe providesto its
franchisees

Section 2 gpedifies that Medicine Shoppe will select and gpprove aphyscd locaion for the
franchise. Medicine Shoppe will dso desgnate territory to prevent competition from other franchises.
Medicine Shoppe negotiates the lease or sublease for the premise. If the franchisse wishesto buy a
location, Medicine Shoppe must goprove the sde. Medicine Shoppe provides specifications for the
building of the pharmecy.

Section 3 provides that Medicine Shoppe assigts in advertisng and promation of the opening of
thefranchise In saction 4, Medidine Shoppe providestraining to itsfranchisse. The franchisse and his
managing pharmads must complete the training to the satisfaction of Medicine Shoppe, or Medicine
Shoppe can terminate the agreement. Medicine Shoppe provides guidance to the franchisee concerning
all agpects of the operation and they provide accounting services.

In section 5, Medicine Shoppe provides “marks’ which must be used and displayed
prominently by the franchise, they indemnify franchisees for use of the marks and may causethe
franchisee to gop usng the marks a any time. In section 7 franchisees agree to operate their goresin
acocordance with detailed sysems and sandards Sodled out in the agreement. In section 8, Medicine
Shoppe agressto plan, create, direct and produce advertising for the franchisees. Section 9 dlows
Medicine Shoppe to ingpect its franchisees, conduct audits and sdes surveys. Medicine Shoppe may
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teke over operation of the fadility if franchisses are not in compliance with the reguirements of the
agreaments and Medicine Shoppe isirrevocably gopointed atorney-infact for the franchiseef, in
Medicine Shoppe s 0le discretion, atake over is necessay.

Having both retained and exerdsed such authority inits franchisng agreements Medicine
Shoppewas not a“passve’ investor in these franchises: Unlike the taxpayersin Maxland andin
Union Electric, discussad below, Medicine Shoppe provided services that influenced the operation of
and income from theinvesment. In Maxland, and in the hypothetica invesment Stuation discussed by
amicus (Seeamicus hrief a 26), there was nothing the taxpayer could do to influence the income that
was generated from his out-of-gate investment. In this case, Medicine Shoppe can actively influence
the income from the investment by exerdising its rights under the licensing agreement. The aality to
exercise such contral issufficent. Lemay, 839 SW.2d & 837. Moreover, Medicine Shoppe did
influence thet income by providing amyriad of sarvices induding choosing a site, providing management
guidance and advertisng.

iii. Petition of Union Electric and Goldberg

Although Medicne Shoppe shrief dtes Petition of Union Electric for the propodtion that

“income derived from the loan of money usad by anon-Missouri entity whally outsde of Missouri isnot

Missouri source income under Section 143.451,” (emphasis added) (App. Br. 11.) Medicine Shoppe

falsto point out thet Petition of Union Electric pre-dates the 1972 passage of Section 143.451 et
seq.. Thegaute andyzed in Union Electric taxed income “from dl sourceswithin thisgate’ but did
not indude the current gatute’ s darification that sources within this gate indudes income from
“transaction of budness. . . partly donein thisgae” Petition of Union Electric, 161 SW.2d 968,
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970 (Mo. banc 1942). The added gatutory language may explain why this Court did not find Union
Electric necessary toitsandyssin Wohl, Nichols, or Maxland. Petition of Union Eletric’s
smplistic andlysis of where income has been produced has been abandoned in modern cases’, but even
if Union Electric were ill good law —in light of Satutory changes and more recent casesignoring its
andys's and focusing on transactions — it does not require aruling in Medicine Shoppe s favor.
InUnion Electric “it [was conceded that the actud expenditure of labor and the actud use
of capitd which gave rise to the income represented by these dividends took place outsde the Sate of
Missouri.” (emphesssupplied) 1d. a 971. Inthiscase no uch concessonismade. Thelabor, the

“brains” the management that generates theincome iswithin the state of Missouri.? In adciition,

7 For example, Petition of Union Electric gates that income from the sdle of capitd assets
occurswherethe sde occurs. 1d. Such agatement is contrary to later decisons of this court pointing
out that “transactions’ are morethan just “sdes” See International Travel Advisers, Inc. v.

State Tax Commission, 567 SW.2d 650, 654 (Mo. banc 1978); Wohl Shoe, 771 SW.2d 339.

8 Amicus Banker’'s Assodiation makes much of the Union Electric case and indicates thet
Union Blectric “must have decided” to do asaries of activities rdated to investment of funds. What
Union Eledtric did to generate the incomeis nat dear from the opinion. It is reported, however, thet a
least part of the income came from a.common law trugt * organized outdde the Sate” It may wdl be
thet Union Electric took aosolutdy no sepswithin the date to generate the income, but rather sat idly

while efiliated companies, operating whally in other Sates, generated income back to Missouri.
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Union Electricisa“passveinvesor” case within the Maxland andyss, because the taxpayer there
hed no influence over how much income was generated by its out-of-gate investment. Asthe facts of
this case make dear, Medicine Shoppe had much more control over itsinvesment.

Nor isPetition of Union Electric conagtent with the other case cited by Medicine Shoppe,
Goldberg v. State Tax Commission, 639 SW.2d 796 (Mo. banc 1982). App. Br. 13.
Goldberg rgectsafocuson “sdes’ and points out that the satute s focus is on the broader term
“transactions.” 1d. at 803. Goldberg iscondudve evidencethat Petition of Union Electric’'s
andysis of the source of income has been asandoned.

Medicine Shoppe points out that Gol dber g reaffirmed the source of income tes, apoint the

Director does not dispute® Theissue hereis not whether the source of income test applies, but how it

o Inmaking its point, Medicine Shoppe implies thet thereis more to Gol dber g’ s dfirming of
the source of income test then isfound in the case. The Director does not concede that Gol dber g
dlows corporations to subtract “non-Missouri source’ income from net income (See subpoint C,
below), rather Gol dber g acknowledges that the source of income test isembodied in the Satutes itsdf.

Goldberg, 639 SW.2d at 801.
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should be gpplied. Goldberg isof no hdp to Medicine Shoppeinthisandyds Furthermore,
Goldber g involved the sdle of tangible property, income from which is governed by a pecific et of
datutes While Medicine Shoppe spends agood ded of time on thefacts of Gol dber g, the court
specificaly held that Satutes passed after the taxable yeer a issuein Gol dber g would have tregted the
income a issuethere astaxable. Goldberg n. 7. Fndly, Gol dber g was aout how to cdculate the
goportionment factor and there wias no dispute that the income was taxable by Missouri.

None of the cases Medlicine Shoppe cites should divert the court from abesc point: in
Nichols and Wohl it andyzed the same Satute at issue here and came to awell-reasoned decison
based on along line of cases and condgtent with the plain meening of the datute. Because Missouri
adtivities causad the invesment and effected the income, the income isincome from sources within this
date.

C. ThisCourt hasan opportunity to darify the sour ce of incometes.

The decision of the AHC in this case should be upheld using the standards gpplied in J.C.
Nichols, Maxland and al aother cases gpplying the source of incometest. Bt this case could dso be
decided in amanner that darifiesthe tes and returnsto aplain meaning of the datute. Judges of this
Court have suggested that opinions on the source of income test have not been “mechanicd.”

Langley v. Administrative Hearing Commission, 649 SW.2d 216, 219 (Mo. banc 1983)
(Wdliver, J, dissenting). In Goldber g, the dissent pointed out the “decisiond inconsstency” and
“conflicting results’ in cases up to thet time. Goldberg, 639 SW.2d a 809 (Higgins, Rendlen and
Morgan, JJ,, dissenting). At times, members of the court have become so frudtrated by the difficulties
involved in gpplying the “source of income’ test that they have expresdy advocated scrapping the entire
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snglefactor goportionment test. Dow Chemical Co. v. Director of Revenue, 1989 Mo. Lexis 93,
*20 (Wdliver, J, concurring) on rehearing 787 SW.2d 276 (Mo banc 1990). Thetask of gpplying
the datute isno eesier today.

Hrd, the Court creates confuson and iniquity if it continuesto fallow the rule atticulaed in
Brown Group Inc. v. Admin. Hearing Comm., 649 SW. 2d 874, 881 (Mo. banc 1983). Brown
Group hdd that non-Missouri source income should be exduded from net income in the Single factor
cdculation. Thededsonin Brown Group was contrary to aplain meaning of the gatute which
specifies how to arrive a taxable Missouri source income—Yyou do o by usng aformulatha sarts
with dl income then dlocates out an goproximation of the income that was earned outsde of Missouri to
arive & income from sources within this Sate

The gatute does not dlow what Brown Group holds, the complete deduction of non-Missouri
source income from net income by judidd interpretation rather then by the formula st out in the Satute

If this court continuesto follow Brown Group, however, it should darify that non-Missouri source
income includes only thet income from transactions thet occur completdy outsde of Missouri.
i. Brown Group waswrongly decided

Brown Group has been “hbitterly, and . . . judifidbly criticized” by a least one former member
of this court and legd commentators. Dow Chemical (1), 1989 Mo. Lexis 93 a *14. (Wdliver, J,
concurring). Brown Group ignoresaplain reading of the Satute and alows Missouri corporationsto
completdy avoid Misouri taxes on income thet it dassifies as non-Missouri source income by exduding

it from “net income” Brown Group, 649 SW.2d at 881.
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But the satutes are very dear in thisregard. §8143.451.1 specifiesthat corporations shal pay
tax on income from dl Missouri sources, then §143.451.2(2) explanshow to arrive & thet figure. The
datute says “the taxpayer may dect to compute the portion of income from al sourcesin thisgatein
the fallowing manner [outlined in subsection (b)].” The express language of §143.451.2(2) points out
that 8143.451.1 is nat the end of the andyssas Brown Group hdd. Thelegidature spedified thet the
manner for caculating Missouri source incomeisfound in 8143.451.2(2) not in 8143.451.1'sgenerd
datement that taxable income indudes income from sourcesin thissate. When reed together, the
Satutes outline a reasonable goproach darting with the premise that Missouri intendsto tax dl income
from sourcesin this Sate and then laying out an objective and mathemticd test for figuring what income
isfrom asource within this Sate

The caculation does not gpportion the income on a transaction-by-transaction beds, but dlows
ataxpayer to dect to proceed under the mathematica formula of 8143.451.2(2)(b). Further evidence
thet §143.451.2(2)(b) isamethod for arriving a Missouri source incomeisthe fact that corporations
are not required to use thisformula, but “may dect” to compute Missouri source income using the
smple and objective sngle factor method. Maxland Devel opment, 960 S.W.2d 503, 506.

To do s, the taxpayer fird cdculates afactor using asthe numerator the sum of business
transacted whally in this sate and one hdf of busness transacted partly in other dates. The
denominator istotal busnesstransacted. Then —and thisis where Brown Group went avry —the
“net income’ of the corporation is multiplied by thet fraction to arrive & taxableincome. Inthisway,
non-Missouri source income is separated out using the formula—it is deducted from dl incomein

proportion to the amount of businesstransacted in other Sates. Under the gatutory scheme, not dll
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corporate income is subject to tax, only thet portion thet is Missouri source as determined by the
datutory formula

Brown Group’sinterpretation subtracts nor-Missouri source income from net incomein the
firg ingance, then subtracts non-Missouri source income again by use of theformula. But the Satute
does nat dlow for such an interpretation, it says dearly thet *net income’ should be multiplied by the
factor. 8143.451.2(2)(b). In order to follow Brown Group, this Court must add words to the Setute
to say that Missouri source net income shdl be mulitiplied by the factor. Such areeding is not condgent
with the plain meaning of the Satute and is much more than a grict interpretation in favor of the
taxpayer, it isarewrite of the Satute.

Brown Group adso cregtes a scheme that punishes Missouri-only businesses. Missouri
businesses which conduct their transactions soldy in Missouri must pay taxeson dl of their income.
Missouri businesses that are engaged in busness transactionsin part in Missouri and in part in other
dates, pay taxes on aportion of their income as determined by the factor even though some of thet
incomeis generated from activity in other dates. But Missouri businesses that complete transactionsin
other gates, without contact with Missouri, are dlowed to excude thet income from taxation atogether.

Such areault isnot found in the gatute. The Court can correct thisinequiity by abandoning Brown
Group.

Overturning Brown Group would not abandon the “ source of income’ test, but would darify
thet the test isfound in the mathematicd formulapdled out in the Satutes  Returning to the Satutory
test would abandon the Brown Group gpproach to Missouri source income thet forces taxpayers and

the Director to search the case law for guidance. Frequently, asthey did in this case, the Director and
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the taxpayer read the cases differently. The Satute offers the taxpayer the aaility, if they so dect, to
trade in this case-by-case uncartainty for amathematicad formulathet is used to gpproximeate Missouri
sourceincome'°
ii. If followed, Brown Group’sapplication should be darified

If the Court continues to exdude non-Missouri source income in the firgt ingance, rether than
through the angle factor method, it should darify the gpplication of the rule by rediterating the andlyss
usad in Wohl Shoe. Begin by identifying the transaction thet crested the income and identifying where
that transaction occurred. Unless every part of the transaction occurred outside of Missouri, the
transaction should be consdered “partly in this sate’ and included as Missouri sourceincomeand in
the partly in this Sate portion of thefactor. Udng that andysisin Wohl Shoe, the court held that
because a sdes transaction was goproved in Missouri, it occurred in part within Missouri. Wohl Shoe,
771 SW.2d at 342.

J.C. Nichols purported to follow Wohl Shoe, but did not engage in apedific transaction

andyss indead focusang on “efident cause” Nichols, 796 SW.2d at 18. Maxland falowed in

10 We do not imply that each transaction’ s place in the formulawill be sdf-evident. There may
dtill be digputes about where atransaction fitsin to the pro-ration factor, but the termsin the factor are

more dearly defined by the datutes See §143.451.2(3).
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1998 and cited Wohl Shoe, but in Maxland the court did not specificdly andyze the transaction thet
cregted the income; ingead it focused on management control. Maxland, 960 SW.2d at 509.
Although the test as aticulated in Maxland may be smply avariaion on the“ cause tes” —tredting
management as a series of transactions— it is anything but mechanicd. It requires a® case-by-case’
andyds Id. a 506. Thus Maxland doeslittle to give the Director of Revenue guidance on how to
dassfy an out-of-Sate investment thet results from a transaction pertly within Missouri.

TheWohl tegt articulated above is conggtent with aplain meaning of the datute. When the
legidature mandated thet corporaions pay taxes on “dl income from sources within this Sate, induding
that from the transaction of business partly done in this Sate and partly done in another Sate or detes’ it
decided that transactions partly in this date are a subsat of income from sourcesinthisgate. By
contrast, Maxland might be reed to say that the transaction creeting thet investment could have
occurred partly in this state, but because the income was actudly generated dsewhere —without the
possibility of management control from Missouri —the source was not in this sate. Such areading of
Maxland places too much emphads on the “ efficient” in the phrase effident cause” the Court hed
usd in previous cases. See Hayes Drilling v. Director of Revenue, 704 SW.2d 232 (Mo. banc
1986). The datute does not require that the transaction be an “efficient cause’; it Imply saysthat
transactionsin part in this Sate are to be induded in Missouri-source income.

If the court continuesto fallow Brown Group, daifying its breedth by use of the Wohl test
would nat meen that al income to aMissouri corporation must be induded as net income nor would it
effect the goportionment factor. Wohl Shoe, 771 SW.2d a 342. It would Ssmply darify thet

corporations cannat remove income from *net income’ Smply by investing out of date. Rather the
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non-Missouri source income must be income that is not generated by Missouri transactions. Such an
interpretation would avoid *an overzed ous gpplication of the rict congruction rule resulting in an
exdudon of income from that portion taxable in Missouri in more ingances than would be dictated by
any condgent legidative intent which motivates the taxation of income only from sourcesin Missouri.”
Goldberg, 639 SW.2d a 810 (Higgins, J,, dissanting).

Application of the Wohl test to Missouri source income would not necessarily require this court
to over-rule caseslike Brown Group and Maxland which find that some investments outside of
Missouri are whally outsde of the sate. Neither of those cases specificdly discusses the transaction
thet crested theinvestment. They skip draight to an andyss of theinvestment itsdf. In Brown
Group, it is possble that the agreements to use trademarks, patterns, etc., were the result of
transactionswholly outsde of Missouri, but because the opinion did not focus on thet issue, those fects
arenot induded inthecase. Brown Group, 648 SW.2d a 874-880. Nor does Maxland indudea
discusson of the location of the transaction that created the invesment. We know that a Missourian
sgned the lease agreements (the investment), but we have no idea where those transactions, or any
parts thereof, occurred.

Abandoning Brown Group would be condgent with aplain meaning of the datute. Re-
afirming the transaction test for determining Missouri source incomeif Brown Group isfollowed will
provide necessary cartainty to the Director, the AHC, and most important, busnesses thet pay taxesin
thisdate.

D. TheDirector isnot Taxing Invested or Re-invested Funds



In sub-paint E of its point rdied on Medicine Shoppe dams that the loan origination feesand
interest income were an investment and reinvestment of funds and therefore are exduded from taxable
income by §143.451.2(2)(b). App. Br. 17. Medicine Shoppe gpparently did not seefit to rase this
agument before the Adminidrative Hearing Commisson. See AHC decison a 17. Therefore, itis
waived. Blevins Asphalt Construction Co. v. Director of Revenue, 938 SW.2d 902-903
(Mo. banc 1997).

Theargument mudt fall & any rate. Neither the Director nor the Commisson induded the
invested funds themsdvesin acdculation of taxableincome. Rather the inoome generated by theloans
isdl that wasinduded in the cdculation. L.F. 53. §143.451.2(2)(b) presently exdudes from the
formula used to figure taxable income “ [t he investment or reinvesment of [Medicine Shoppe' s own
funds, or sde of any such invesment or renvestment.” That Satute only gpplies to the goportionment
factor and does not exdlude income from theinitid net incomefigure. Furthermore, in order to adopt
Medicine Shoppe sline of reasoning, and exdude the income even from the gpportionment factor, this
court would be reguired to re-write the Satute to exclude income fromthe invesment of Medicine

Shoppe s own funds, not just the invested funds themsdlves. Such a condruction of the datute isnot

possble



I1. The Adminigrative Hearing Commission did not err when it uphdd the Director’s
assessment of additional taxesfor the 1991, 1992 and 1993 tax years. Rule 84.04 requires
Medicine Shoppeto identify theruling or action being challenged. Medicine Shopp€e sbrief
only challengesthe Adminigrative Hearing Commission’ sruling with respect to itsclaimsfor
refunds, and ther efore abandons the Commisson’ sruling with respect to additional
assessments and over payment.

The AHC uphdld the decisions of the Director of Revenue and assessed additiond taxesfor the
1991, 1992 and 1993 tax yearsin the amounts of $33,633.57, $29,118.51, and $39,806.03
respectively. L.F. 55. The AHC aso uphed the decison of the Director with repect to overpayments
for the 10-95 and 11-95 tax periods. 1d. Fndly, the AHC denied Medicine Shoppe sdam for
refunds. 1d. Ye Medicine Shoppe s sole point rlied on assgns eror for “denying gopdlant' sdams
for refund.” App. Br.7.

An gppdlant’s brief mugt st forth the“action or ruling” of which the appdllant wishesto
complan. Mo. R. Civ. Pro. 84.04. Falureto do S0 presarves nothing for review.  Thummel v.
King, 570 SW.2d 679, 685 (Mo. 1978). Because Mediicine Shoppe's brief does not challenge the
AHC sdecisgon in any respect other than the denid of refunds, the brief does not preserve the other
decisons of the Commission for gppdlae review. Should this court find thet achdlengeto the
additiond assessments and overpaymentsis presarved, the same legd reasoning that gppliesto refunds
would gpply to those decisons aswell. The Director therefore incorporates by reference the legd

agumentsin Point 11 of this brief.



CONCLUSON

Medicine Shoppe s taxable income mugt indude income from Missouri sources induding thet
from transactions partly within Missouri. 8143.451.2. Loan origination fees and income from loans
mede to franchisees were income generated by transactions partly performed in thissate. That income
was gengrated dther by the franchisng activity itsdlf, which occurred partly inthisseate, or by a separate
financing transaction, which aso occurred partly in Missouri. Furthermore, Medicine Shoppe hed the
authority to exercise Sgnificant control over its franchises and therefore hed the ability to generate
income by adtivitiesit carried out within Missouri.

The AHC decided that the income a issue was from transactions partly within the date. The
AHC congdered evidence that Medicine Shoppe's offices and officers were located within this Sate
and that the transactions a issue in this case occurred, a leest partly, withinthe gate. Thisevidence
was competent and subgtantid and the AHC' s decison was not dearly contrary to the reasonable
expectations of the Generd Assambly. Therefore, the decison should be upheld. Jones v. Director
of Revenue, 981 SW.2d 571, 574 (Mo. banc. 1998); Becker Electric Co. v. Director of
Revenue, 749 SW.2d 403, 405 (Mo. banc 1988); § 621.193, RSMo.
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